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OUR PUBLIC DEBTS 


The gross public debt of all governments in the 
United States is now approximately $64 billion. The 
debt of the Federal Government was increased by 
almost $27 billion in the decade ended June 30, 
1940. In the same period federal guarantees resulted 
in contingent liabilities of $5.5 billion. Interest pay- 
ments on all public debt are about $1.8 billion per 
annum. 


additional drafts on the federal credit. The re- 

sulting increases in indebtedness will be super- 
imposed on a debt structure that has been greatly enlarged 
by a decade of deficit financing. The purpose of this article 
is to present an analysis of recent trends in public indebt- 
edness in the United States and to consider briefly some of 
our debt problems. 


T HE REARMAMENT PROGRAM will require large 


THE AMOUNT OF INDEBTEDNESS 


The gross direct debt of all governments in the United 
States amounted to approximately $63 billion on June 30, 
1940.4 This total represents an increase during the past dec- 
ade of $28.7 billion or roughly 84% above the public debt 
figure of slightly over $34 billion reached on June 30, 
1930. 

Of this huge increase, federal debt alone accounted for 
$26.8 billion. This upward trend in federal debt was con- 
tinuous throughout the decade, as a result of successive an- 
nual deficits. 

On the other hand, during the past decade the state and 
local debt structure increased only about $2 billion, as 
compared with an increase of $10.2 billion in the decade 
ended in 1930. 

Per-capita public debt is estimated at $478 as of June 
30, 1940. This figure represents an increase of $201 or 
72.3% over the comparable figure for 1930. The federal 
per capita for 1940 was $327, as compared with $131 


4See Table 1 and Chart 1. 


Large additional drafts on the federal credit will 
be made for the purpose of financing the defense 
program. The popular support accorded the defense 
program will facilitate whatever ‘borrowing opera- 
tions are necessary. Additions to federal debt occa- 
sioned by the defense program should be covered 
from savings and current income to the fullest pos- 
sible extent. 


for 1930. There was only a small change in the state 
and local per capita during the decade ended in 1940. 
Present Trends 

In the four months ended October 31, 1940, there was 
a further increase of more than $1 billion in gross federal 
debt.! Although the current trend in state and local debt 
cannot be appraised accurately, the trend in combined 
public debt is definitely upward. The upward trend may 
be expected to continue until the defense program is sub- 
stantially completed. According to present indications, it 
will probably not be feasible at any stage of the program 
to cover all the additional outlays from revenues. The 
time has not yet arrived when federal revenues will cover 
all federal expenditures other than national defense out- 
lays in excess of the level of the past two fiscal years. 

Inclusion of a section in the First Revenue Act of 1940 
authorizing the issuance of $4 billion of national defense 
obligations was tantamount to official recognition of the 
necessity of borrowing, if the defense program is to be 
carried through expeditiously. The amount of $4 billion 
is in addition to the obligations that could be issued under 
the statutory limit of $45 billion? previously in effect. 

In brief, it now appears that the upward trend in federal 
debt will continue for at least another five years. A gross 
federal debt of more than $65 billion by 1945 or 1946 
is indicated. That this is not an overestimate is suggested 
by Secretary Morgenthau’s statement on November 7 that 
an increase in the statutory limit to $60 billion or $65 bil- 


1The gross federal debt on October 31, 1940 was $44.1 billion. 
2Of the gross debt outstanding on September 30, 1940, debt 
in the amount of $592 million was not subject to this limitation. 
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TABLE 1: Gross GOVERNMENTAL DEBT 
JUNE 30, 1930—1940 


Source: Annual Reports of the Secretary of the Treasury 


State and 











Year Total Federal Local 
Amounts in Millions of Dollars 
1930 34,170 16,185 17,985 
1931 35,861 16,801 19,060 
52... 38,817 19,487 19,330 
1933 . 42,056 22,539 19,517 
1934 45,876 27,053 18,823 
1935 47,673 28,701 18,972 
1936.. 2 BD by | 33,545 19,212 
1937 55,579 36,427 19,152 
1938.......... 56,337 37,167 19,170 
de) ee 60,071 40,445 19,626 
1940 62,871 42,971 19,900a 
Per Capita in Dollars 
1930 277.60 131.49 146.11 
193i..:. . 288.94 135.37 153.57 
Lo See . 310.60 155.93 154.67 
a . 334.39 179.21 155.18 
ee . 362.30 213.64 148.65 
1935... ' 373.84 225.07 148.78 
1936......... 410.79 261.19 149.59 
ly 2 | ee . 429.99 281.82 148.17 
1938 432.65 285.43 147.22 
|p xvas MB D2 308.71 149.80 
151.43a 


|| Ea 478.43 327.00 





a. Estimated 

lion might suffice to cover requirements only to June 30, 
1942. The estimate of more than $65 billion is predicated 
on the assumption that we will not become involved in 
war in the intervening period and that any shifts in fiscal 
policy that may occur will not be so pronounced as to 
result in an “all taxes, no loans” policy in the financing 
of the defense program. The actual level of indebtedness 
will, of course, also be influenced by the extent to which 
economies in other expenditures offset increased defense 
expenditures. 

Any estimates of the future trend in state and local debt 
would be extremely hazardous. On the basis of recent de- 
velopments, however, there is no reason to believe that 
there will be any marked increase in combined state and 
local debt in the next five years. If our World War ex- 
perience may be taken as a guide, it is not improbable that 
capital outlays by state and local governments will show a 
decline. Priorities claimed by the Federal Government may 
in any event tend to reduce state and local capital improve- 
ments. If the volume of unemployment is further reduced 
as the defense program gains momentum, state and local 
relief issues will become less frequent and tend to reduce 
or eliminate the annual increment to state and _ local 
debts outstanding. 


CONTINGENT DEBTS 


The data in the preceding section relate only to the 
direct public debt. In addition, the Federal Government 
had outstanding contingent liabilities of $5.5 billion on 
June 30, 1940, while state and local governments had con- 


tingent obligations of relatively small but indeterminate 
amount. Combined contingent debts of all governments 
were probably about $6 billion. 

A contingent liability is a liability for which an indi- 
vidual, a corporation or a government is responsible only 
in the event that the party directly or primarily responsible 
does not fulfill the terms of the obligation. While in 
the case of direct debts the obligation to pay principal and 
interest is fixed and definite as to both time and amount, 
for contingent debts the actual obligation, if any, that may 
result from the guarantee is both indefinite as to time and 
indeterminate in amount. 

Various circumstances result in the creation of contingent 
liabilities. The credit of one government may in effect 
be loaned to another governmental unit in order that the 
latter may market its obligations at favorable rates of in- 
terest. Massachusetts, for example, has assumed a substan- 
tial contingent liability in connection with the issuance 
of bonds of the metropolitan district serving Boston and 
adjacent communities. The contingent liabilities of the 
Federal Government consist of the principal of and matured 


CHART 1: GROSS GOVERNMENTAL DEBT, 
AS OF JUNE 30, 1930-1940 


Billions of Billions of 
Dollars Dollars 





1939 1940 


1930 1931 1932 1933 1934 1935 1936 1937 1938 


interest on obligations of governmental corporations and 
agencies. l 

Obligations of the Home Owners Loan Corporation ac- 
count for the larger part of the federal contingent debt. 
On June 30, 1940 the contingent liability of the Federal 
Government on account of principal of and matured in- 
terest on the bonds of this corporation amounted to $2,636 
million, or 47.7% of all contingent liabilities based on 
guarantees. On the same date the contingent liability on 





1These are the only contingent liabilities considered in this 
section. The official statement of contingent liabilities includes 
Federal Reserve notes outstanding and other obligations based on 
the credit of the United States, which are completely offset by 
assets. 
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TABLE 2: CONTINGENT DEBT OF THE FEDERAL GOVERNMENT 


Source: United States Treasury Department, Monthly Statements of the Public Debt 
In Thousands of Dollars 





Home Owners Federal Farm __ Reconstruction 


Commodity Federal vu. S. Federal 
Housing Land 











Loan Mortgage Finance Credit Housing 

Date Total Corporation Corporation Corporation Corporation Administration Authority Banks 
June 30, 1934 690,861 135,272 313,488 235,797 —— — = 6,303 
Dec. 31, 1934 3,078,806 1,844,319 983,960 250,528 — — — “ 
June 30, 1935 4,150,655 2,666,576 1,233,091 250,988 — — — — 
Dec: 31, 1933 4,524,770 2,875,222 1,395,889 253,659 = _ = pos 
June 30, 1936 4,749,625 3,065,885 1,431,139 252,602 — — — — 
Dec. 31, 1936 4,692,692 3,008,804 1,431,137 252,704 —- 48 — — 
June 30, 1937 4,694,589 3,007,050 1,431,257 256,191 — 91 — _ 
Dec. 31, 1937 4,671,166 2,954,610 1,418,847 297,483 — 226 — — 
June 30, 1938 4,878,133 2,953,299 1,418,741 299,072 206,428 592 — — 
Dec. 31, 1938 5,017,566 2,902,951 1,396,656 510,247 206,435 1,278 —_ — 
June 30, 1939 5,469,592 2,935,456 1,388,255 821,969 206,428 2,672 114,811 - 
Dec. 31, 1939 5,707,381 2,815,778 1,271,026 1,096,062 406,810 3,547 114,158 - 
June 30, 1940 5,532,077 2,636,258 1,270,999 1,096,362 406,796 7,501 114,159 — 


account of issues of the Federal Farm Mortgage Corpora- 
tion amounted to $1,271 million, or 23% of the aggre- 
gate liability based on guarantees. 

Obligations of the Reconstruction Finance Corporation 
ranked third among the contingent liabilities, with a total 
of $1,096 million on June 30, 1940. Although the act 
creating this Corporation was the first legislation of the 
depression that provided for Treasury guarantees, prior to 
1938 the Corporation did not account for a large part of 
the contingent debt. Most of the notes issued were pur- 
hased by the Treasury and reflected in the direct debt.! 
In 1938 the policy was changed and as additional funds 
were needed the obligations of the Corporation were sold 
in the market by the Treasury, which served as fiscal agent 
of the Corporation. This change in policy was the reason 
for the large increase since 1938 shown in Table 2 for 
this agency. 

In an analysis of public debts it is desirable to show 
contingent liabilities separately, but in appraising the use 
made of the public credit, they cannot be ignored. Guar- 
antees are a valid use of credit power and the volume 
of contingent liabilities should be taken into account in 
determining or estimating unused credit power, public or 
private. 


Gross AND Net DEBT 


Gross debt includes all the direct debt obligations of a 
government. Net debt has not been uniformly defined. 
For the Federal Government, net debt is used to refer to 
the gross debt less the unencumbered balance in the Treas- 
ury. Although the usage is by no means uniform, perhaps 
the most acceptable definition of net debt used in state 
and local finance is gross debt less sinking-fund assets. 
An alternative definition of net debt is funded or fixed 
debt less sinking-fund assets. When so used, floating and 


On June 30, 1937 the Treasury held $3,605 million of the 
lotes of the Corporation, or more than 80% of its outstanding 
obligations. As a result of an act approved February 24, 1938, 
notes held by the Treasury in the amount of $2,691 million were 
ancelled during the fiscal year 1938. 





other forms of unfunded indebtedness are not taken into 
account. 

As a result of the large general fund balance carried 
by the Treasury in recent years, there have been large dif- 
ferences between gross and net federal debt. The pro- 
cedure followed in arriving at net debt will be clear from 
the following example, in which data as of June 30, 1939 
are used. 

Millions 
Gross federal debt .................... $40,445 
Treasury balance. ...........000+ $2,838 
Encumbrances against Treasury 
balance: 
Disbursing officers’ checks 
outstanding and balances in 
certain checking accounts 
of governmental agencies.. $748.3 
Matured interest obligations 
CII eer rreririeisacenes 59.0 
Discount accrued on Treasury 
savings certificates ............ 3.5 
Settlement warrant checks 
CI acct ehecctrescees 0.7 
Net excess of disbursements 
over receipts, reports re- 
ceived after June 30 ........ 21.3 833 





Unencumbered Treasury balance........ 2,005 


PE I icctestipisincincnniins $38,440 


Estimates as of June 30, 1939 show that $1,530 million 
of state and local obligations were held as sinking-fund 
assets. Deducting this figure, the net state and local debt 
becomes $18,096 million. It was estimated that an addi- 
tional $2,513 million of state and local obligations were 
held as assets of trust and investment funds of the states 
and localities. This amount should be deducted when it 
is desired to obtain net outstanding issues but not in 
obtaining net debt. 
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TABLE 3: FEDERAL DEBT OUTSTANDING, END OF FISCAL YEARS 1930, 1932 AND 1934—1940 
Source: Annual Reports of the Secretary of the Treasury 





























1930 = -:1932,s—=<C«:*«Ci2928 1935 1936 1937 1938 1939 1940 
Amounts in Millions of Dollars 
Bond........... ; oc REA 14,250 16,510 14,936 18,395 21,824 24,102 28,072 30,420 
RENEE HUDCES scsi csen cerns ee ae 1,465 6,932 10,501 11,861 11,325 10,425 9,226 8,936 
Certificates of indebtedness...... 1,264 2,831 156 146 350 898 1,287 1,721 
eS fo) EE ee ce ree ee eae oeee tee 156 616 1,404 2,053 2,354 2,303 1,154 1,308 1,302 
Total interest-bearing debt... 15,922 19,161 26,481 27,645 32,756 35,803 36,579 39,892 12,380 
Matured debt on which interest has ceased 32 60 231 169 119 141 142 205 
Debt bearing no interest............ eens 232 266 825 620 506 447 {11 386 
Total non-interest-bearing debt......cccccccoo 263 326 1,056 790 625 589 554 591 
RNIN RID ic ccdaciecscchcciecesssesre cusses 16,185 19,487 27,053 28,701 33,545 36,427 37,167 40,445 42,971 
Percentage Distribution 
Bonds ms : 74.8 731 52.0 54.8 59.9 64.8 69.4 70.8 
MOOSE: GUO sissies nsssccscrc css eae 14.8 7.5 36.6 35.4 31.1 28.0 22.8 20.8 
Certificates of indebtedness........... aoe 7.8 14.5 0.5 0.4 1.0 2.4 3.2 4.0 
Treasury bills ........ ere eee ees 1.0 3.2 7.2 7.0 6.3 Sy | 3.2 3.0 
Total interest-bearing debt... 98.4 98.3 97.9 96.3 97.6 98.3 98.4 98.6 98.6 
Matured debt on which interest has ceased 0.2 0.3 0.8 0.5 0.3 0.4 0.4 0.5 
Debt bearing no interest.......... sees cael 1.4 1.4 2.9 1.8 1.4 1.2 1.0 0.9 
Total non-interest-bearing debt................ 1.6 27 3.7 2.4 17 1.6 1.4 1.4 
I INN a 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 








INDEBTEDNESS BY TYPES OF ISSUE 

The indebtedness of the Federal Government is shown 
by classes in Table 3. On June 30, 1940 federal bonds 
outstanding amounted to $30.4 billion, or 71% of gross 
debt. This total was the largest for the close of any fiscal 
year, while the proportion was larger than for any year 
since 1932. As recently as 1935 only 52% of the federal 
debt was represented by bonds. The gradual increase in 
the proportion since 1935 is regarded as a favorable devel- 
opment. 

From 1936 to 1940 Treasury notes outstanding showed 
both absolute and relative declines. On June 30, 1940 
Treasury notes amounted to a little less than $9 billion, 
as compared with almost $12 billion on June 30, 1936. 
Treasury notes were relied upon extensively in financing 
the deficits in the period ended in 1936. In recent years 
special issues have helped to increase the total for Treas- 
ury notes. On June 30, 1940 special issues held by various 
funds amounted to $2,553 million. Of this total, the Fed- 
eral Old Age and Survivors Insurance Trust Fund held 
$1,738 million and the Civil Service Retirement Fund held 
$550 million. 

The short-term federal debt amounted to a little more 
than $3 billion and 7% of gross debt on June 30, 1940. 
The short-term federal debt includes certificates of indebt- 
edness and Treasury bills. On June 30 the Unemployment 
Trust Fund held $1,710 million of special 214% certi- 
ficates of indebtedness, and $11 million in 4% certificates 
were held by the Adjusted Service Certificate Fund. For 
a number of years certificates of indebtedness have been 
limited to special issues and no issues have been owned 
by the public. Short-term borrowing in the market has 
been restricted to Treasury bills. Bills with a maturity value 
of $1,302 million were outstanding on June 30, 1940. 


These bills are marketed on a discount basis. 
State and Local 

At the close of the fiscal year 1937 the gross debt of 
the 48 state governments amounted to $3,276 million, 
of which 92.3% was funded or fixed debt. The amounts 
and percentages for the several classes of indebtedness 
follow: 





Per Cent 
In Millions of Total 
Funded or fixed: 

General obligations ................0+ $2,983 91.1 
Revenue obligations .................. 41 1.3 
Contingent obligations .................. 114 3.5 
Floating—general obligations ....... 138 4.2 
ii ci cle alae el $3,276 100.0 


Local indebtedness also consists primarily of bonds. Of 
total local indebtedness of $16,681 million reported for 
1932,@ funded or fixed debt which is represented almost 
exclusively by bonds accounted for $13,806 million or 
82.8%. It is probable that the proportion for more recent 
years has been quite comparable to that for 1932. 


STATE DEBT BY STATES 

The gross and net debts of the several state govern 
ments as of the close of the fiscal year 1937 are shown 
in Table 4. In this table net debt is used as the equivalent 
of funded or fixed debt less sinking-fund assets. This 
definition has been used by the United States Bureau of 
the Census in recent years. 

In 1937 New York had the largest debt of any state. 
On a per-capita basis Arkansas ranked first in gross debt, 





aUnited States Bureau of the Census, Financial Statistics of 
State and Local Governments. The Treasury estimates used in 
Table 1 are not available on a basis showing classes of indebtedness 
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followed by South Dakota, Louisiana and New York. The 
four states with the highest per-capita net debts were 
Arkansas, Louisiana, West Virginia and New York. 

Some states with large gross debts have relatively small 
debts on a net basis. South Dakota and Massachusetts 
are examples. In South Dakota sinking-fund assets offset 
almost 95% of the gross debt. The gross debt of Massa- 
chusetts includes the contingent debt, which amounted to 
$110 million for 1937. This indebtedness was contracted 
mainly for water, sewer and park improvements in cities 
and towns in the metropolitan district. 


INTEREST PAYMENTS 


The annual interest charge on the direct public debt— 
federal, state and local—now amounts to roughly $1.8 
billion. Federal interest payments for the current fiscal 
year were budgeted at $1.1 billion, while actual payments 


CHART 2: FEDERAL DEBT BY PRINCIPAL CLASSES, 
END OF FISCAL YEARS 1930, 1935 AND 1940 
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TABLE 4: INDEBTEDNESS OF STATE GOVERNMENTS, 
AMOUNTS AND PER CaPITAS, END OF FISCAL YEAR 1937 


Source: United States Bureau of the Census, 
Financial Statistics of States, 1937 











Gross Debt Net Debt! 

Geographic Division Amount Per Amount Per 
and State in Thou- Capita in Thou- Capita 

sands of in sands of in 
Dollars Dollars Dollars Dollars 
Grand Total. woe 35275,677 25,53 2,424,764 18.90 
New England... 228,668 26.62 101,452 11.81 
pS ee ne w- 30,056 35.15 29,969 35.05 
New Hampshire 14,305 28.10 13,901 27.31 
Vermont...............- ss 7,923 20.74 7,843 20.53 
Massachusetts...... 138,463 31.28 22,772 pe 
Rhode Island 33,018 48.48 26,966 39.60 

Connecticut... 4,903 2.82 a a 
Middle Atlantic 1,039,297 37.88 734,475 26.77 
New York................. 726,024 56.07 525,900 40.62 
New Jersey. 178,758 41.23 86,905 20.04 
Pennsylvania..................... 134,515 13.25 121,670 11.98 
East North Central. 305,689 11.85 250,731 9.72 
| ees 10,602 1.37 10,427 1.55 
Indiana................... 4,645 1.34 4,458 1.29 
|) eee . 205,344 26.12 200,539 25.50 
Michigan... 83,915 17.45 34,123 7.10 
WESCOMGET issn es 1,184 Al 1,184 Al 
West North Central 347.806 25.17 212,740 15.40 
Minnesota... .. 125,803 47.58 62,559 23.66 
) 7,003 I 6,458 2.53 
MP SSOUP EL... ccasceeeee . 121,295 30.41 119,215 29.89 

North Dakota... 26,601 37.73 a a 
South Dakota. 44,889 64.87 2,511 3.63 
Nebraska........ 531 39 531 39 
pa ee eee 21,685 11.37 21,467 11.46 
South Atlantic 399,147 24.09 354,614 21.41 
Delaware...... 3,531 13.58 3,118 11.99 
Maryland... 52,004 30.99 50,787 30.27 
Virginia............. : 29,987 11.15 23,892 8.88 
West Virginia... 84,056 45.46 76,135 41.12 
North Carolina. 164,280 47.26 136,420 39.25 
South Carolina 41,596 2227 40,771 21.83 
eee um 23,694 7.68 23,492 7.61 

Florida............... ——— on . — 
East South Central... 261,475 24.46 229,987 21.51 
Kentucky................... 30,843 10.62 14,929 5.14 
Tenmessee.........ccse 104,042 36.13 91,007 31.60 
Alabama 73,473 25.44 72,591 25.14 
Mississippi..... 53,117 26.35 51,460 23.33 
West South Central... 336,753 26.18 328,768 25.56 
Arkansas.. nu. 164,402 80.71 163,859 80.44 
Louisiana....... : 129,716 60.84 126,325 59.25 
Oklahoma........0......4...... 12,899 5.08 11,936 4.70 
Texas........... aba 29,737 4.83 26,649 4.33 
Mountain. 76,522 20.24 66,729 17.65 
Montana. 10,824 20.23 9,850 18.41 
| | ESSE eee 2,287 4.66 2,204 4.49 
Wyoming... 3,886 16.54 3,215 13.68 
Colorado.......... 30,189 28.24 30,056 28.12 
New Mexico 16,810 39.83 15,243 36.12 
Arizona ; 2,932 749 1,598 3.91 
Utah...... ition 8,743 16.88 3,901 y Pe 
Nevadia.............. 851 8.43 662 6.56 
Pacific. 280,319 31.92 145,268 16.54 
Washington.. wu 14,588 8.86 12,547 7.62 
Oregon....... 48,789 47.74 26,389 25.82 
a 216,942 35.51 106,332 17.40 





1 Net debt is funded or fixed debt less sinking-fund assets. 


a Assets of sinking funds in excess of funded or fixed debt 
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for the year ended June 30, 1940 were $1,041 million. 
The trend in federal interest payments has been upward 
since 1932, as is shown in Table 5. 

State and local interest payments have been estimated 
at $713 million! for 1938. State and local interest for 1932 
was reported at $844 million.” 


TABLE 53: AVERAGE INTEREST RATES, COMPUTED INTEREST 
CHARGES AS AT END OF YEAR, AND ACTUAL INTEREST 
PAYMENTS, FISCAL YEARS 1930—1940 


Interest-bearing Computed An Actual 
Debt Computed nual Interest Interest 

Year End of Year Average Rate Charge Payments 

In Millions of Interest In Millions In Millions 

of Dollars Per Cent of Dollars of Dollars 
1930 15,922 3.81 606 659 
1931 16,520 3.57 589 612 
1932 19,161 Bed 672 599 
1933 22,158 5.5) 742 689 
1934 . 26,480 3.18 842 DT 
1935 27,645 ae iF 4 751 821 
1936 32,756 2.56 838 749 
1937 35,803 2.58 924 866 
1938 36,579 2.59 947 926 
1939 39,892 2.60 1,037 941 
1940a 42,376 2.58 1,095 1,041 


a. On basis of daily Treasury statements (unrevised) 


SOME ASPECTS OF THE DEBT PROBLEM 


The public-debt problem of the United States is in 
larye measure a result of the changed attitude toward the 
public credit. Throughout our national history preserva- 
tion of the public credit has been a basic consideration in 
formulating fiscal policy. Only in recent years have justi- 
fications such as the desirability of public investment as 
an offset against subnormal private investment been offered 
in support of additions to outstanding indebtedness. The 
marked increases in state and local debt during the 1920's 
were in large part a result of definite financial policy inci- 
dent to the construction of highways and public improve- 
ments. Federal debt increases during the past decade do 
not fall in the same category. They resulted from an 
excess of expenditures over receipts and the theoretical 
justifications offered were quite generally advanced after 
the deficits had been incurred. 

Large state and local borrowings during the decade prior 
to 1931 contributed to the extensive drafts that have since 
been made on the federal credit. In states and communities 
that nad increased their debts, a favorable attitude toward 
borrowing was often developed. As a result of loss of 
credit power and declining revenues, many of these gov- 
ernments found it difficult to meet their requirements for 
funds during the early years of the depression. Federal 
financing of additional activities was then widely suggested 
as a means of minimizing the burden on state and local 

1Bulletin of the Treasury Department, August, 1939 


2United States Bureau of the Census, Financial Statistics of 
State and Local Governments. 


governments. In brief, both the amount of state and local 
borrowing prior to 1931 and the resulting burdens con. 
tributed indirectly to the use made of the federal credit 

The additions to the federal debt that have occurred 
since 1930 have been justified on various grounds. In ad- 
dition to public investment, the most recent of the several 
justifications offered, the necessity for pump-priming and 
the existence of an emergency situation have been advanced 
as reasons for drafts on the public credit. As an addi- 
tional basis for rationalizing the successive increases in 
federal debt, the claim has been made that the level of 
public indebtedness is not significant, since almost all the 
debt is held within the country. That is, it is “owed by 
ourselves to ourselves.” 

Further increases in federal debt over the next five years 
may be expected. A direct federal debt of upwards of $65 
billion is indicated. In this connection it may be recalled 
that Secretary Morgenthau stated recently that an increase 
in the debt limit to $60 billion or $65 billion might meet 
requirements only to June 30, 1942. A fiscal policy predi- 
cated on a budget balanced annually is not probable until 
after the defense program is substantially completed. On 
the basis of present indications, there is no reason to doubt 
that the Treasury will experience any great difficulty in 
borrowing funds necessary for the defense program. 

An important element in the current picture is that 
borrowing for defense purposes will receive a far greater 
measure of popular support than the continuous deficit 
financing of recent years. Even though it will mean cata- 
pulting the federal debt to a higher level, the almost 
unanimous public support of the defense program will in 
itself tend to strengthen the federal credit, at least during 
the period of armament expansion. Under certain circum- 
stances, public psychology — always one of the bases for 
public credit may become the most important basis. 

The latter observation should not be regarded as in- 
dicating that there is no federal debt problem. The prob- 
lem, as has been stated, is primarily a problem in attitudes. 
We have come to regard an excess of expenditures over 
receipts as a normal rather than as an unusual condition 
requiring correction at the earliest possible moment. This 
attitude towards continued drafts on the federal credit 
will tend to become more firmly established by five more 
years of borrowing. In order that this tendency may be 
minimized, every effort should be made to relate federal 
debt increases in the immediate future to the requirements 
of the defense program. Designation of the $4 billion of 
additional securities authorized by the First Revenue Act of 
1940 as the “National Defense Series” was in line with this 
suggestion. If in the near future federal receipts should 
prove sufficient to cover all expenditures (except national 
defense outlays in excess of those in the fiscal year 1939 
or 1940), it will be possible to establish a definite link 
between further debt increases and the defense program. 

Development of a fiscal policy that will ensure a ces- 
sation of the upward trend in federal debt when the de- 
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fense program is substantially completed may be a difh- 
cult task, unless the illusion of almost unlimited credit 
created by the abnormally low interest rates of recent years 
is dispelled. Rationality in fiscal planning can be expected 
only when it is realized that the federal credit cannot be re- 
garded indefinitely as a source of unlimited additional 
funds. 


The Easy-Money Illusion 


For a number of years the central banking authorities 
and the Treasury have fostered an easy-money policy. Dur- 
ing the entire period of deficit financing the Treasury has 
engaged in extensive borrowing and refunding operations. 
Low rates were desired in order that interest costs might 
be held at a low level. An additional reason for easy money 
was that available credit at low rates was regarded as one 
of the conditions necessary for a period of sustained re- 
covery. 

Heavy gold inflows and the slight business demand for 
banking funds were the major reasons for the extremely 
low rate levels that prevailed. Although official policy was 
directed toward easy money, because of the strong down- 
ward tendency in rates it was not necessary to take definite 
steps to bring about lower rates. In brief, the policy of 
the Treasury was essentially passive. 

Although gold inflows and the stagnant business de- 
mand for credit could scarcely have had any result other 
than a downward tendency in rates on federal loans, the 
favorable rates have been widely regarded as indicative 
of the soundness of the federal credit. Under the circum- 
tances it was not possible to establish a definite relation- 
ship. In particular, the average rate of interest on federal 
obligations was in no sense a gauge of reserve or unused 
borrowing power. 

Although the low average rate on federal issues has 
been regarded with satisfaction by representatives of the 
Treasury and others who on various grounds have favored 
continued deficit financing, it is plain that the abnormal 
supply and demand situation has meant that rates have 
not been true reflections of the worth of the federal credit 
If an active demand for business loans should develop in 
connection with the defense program, a marked revision in 
the price and yield structure is probable. 


Defense Loans 


The huge additions to federal debt have involved both 
investment of savings and expansion of bank credit. It is 
desirable that federal borrowings during the period of the 
defense program be covered from savings and current in- 
come to the fullest possible extent. Under conditions of 


active competition for goods and services, expansion of the 
supply of purchasing power at a more rapid rate than the 
supply of goods and services would be strongly inflationary. 

In this connection it should be stressed that bank credit 
expansion resulting from government borrowing would 
not in itself necessarily mean inflation of prices. Rather, it 
is a factor which in combination with other factors might 
facilitate the development of an inflationary spiral. This 
observation seems appropriate, in view of the fact that 
bank credit expansion has been at times regarded as the 
sole or principal reason for price inflation in the United 
States during the war period of 1914-1918. In the absence 
of an active demand for goods and services price inflation 
is not possible, no matter how plentiful the supply of 
credit funds may be. 

In formulating borrowing and fiscal policies in connec- 
tion with the defense program, the errors of the war period 
of 1914-1918 should be avoided. What has since been termed 
“the naive view that money would win the war” was then 
widely accepted. A pyramid of bank credit was in effect 
built upon successive issues of government bonds. Not 
only did the banks buy these bonds for their own account, 
but they also made loans to individual and other borrowers, 
frequently on the security of bonds, for the purpose of 
facilitating the sale of new issues. Concerted efforts were 
made to make large amounts of purchasing power avail- 
able to the government, but there was no attempt to relate 
the total volume of purchasing power to actual require- 
ments. While competing demands for available goods and 
services were doubtless the dominant element in the de- 
velopment of price inflation, the policies followed in 
floating loans must be classed as a major contributory factor. 

Obtaining a proper balance between loans and revenues 
is a major problem that will soon have to be confronted. 
A rising price level may be expected, but it should not be 
facilitated by unsound borrowing policies. The Treasury 
should endeavor to secure the widest possible distribution 
of its obligations, consistent with the requirement that 
borrowings be covered from savings and current income to 
the fullest possible extent. In the case of sales to commer- 
cial banks, it should attempt to determine the extent to 
which these sales may contribute to undesirable bank credit 
expansion. If proper safeguards are maintained, it is pos- 
sible that fairly large drafts on the federal credit can be 
made for defense purposes without undesirable results. Con- 
tinuous study and revision of borrowing and taxing policies 
will be necessary in order to carry through the financing 
of the defense program to the best advantage. 


Lewis H. KIMMEL 
Director of Research 
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